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INTRODUCTION

Please state vour name and business address.
My name is Chantale LaCasse. My business address 1s 1160 Avenuc of the Americas,
New Yark. NY. 10036.
What is your current position?
I am a Vice President with National Economic Research Associates, Inc. ("NERA").
Please summarize the professional goalifications that have led you to take a position
at NERA.
I hold a B. Soc. Sc. with Honors in Economies (1983) and a B.A. with Honors in
Mathematics (1984} {rom the University of Ottawa (Canada). T hold an M.A. (1986) and
a Ph.D. in Economics (1991 from the University of Western Ontario {Canada). During
my doctorate, [ specialized in Industrial Organization, Public Finance and Game Theory.
Gamic Theory is the technical basis for the theory of auctions. | worked vnder the
supervision of two of the most well-known auction theorists at the time, R. Preston
McAfee and John McMillan. R. Preston McAfec is now J. Stanley Johnson Professor of
Business, Fconomics and Management at the California Institute for Technology
(Pasadena, CAY. John MeMillan is now JTonathan B. Lovelace Professor of Economics at
Stanford University (Palo Alto, CA).

For my doctoral dissertation, [ developed novel game-theoretical models (o
analyze whether market players can collude in the presence of uncertainty n their

economic environment. One of the models that [ developed applied this general theme

specifically to market plavers participating in auctions. This work of my doctoral
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dissertation formed the basis for one of my proflessional papers. which was published 1n
one of the leading economic joumals. the RAND Jowrnal of Econonics.

Brock University (St. Catharines, Canada) hired me to a [ull-time academic
position before [ had completed my Ph.D. | subsequently held various full-time academic
positions at the University of Ottawa {(Ottawa, Canada) and the University ol Alberla
(Edmonton, Canada), as well as visiting positions at the University of Toronto (Canada)
and the Universitat Autonoma de Barcelona (Spain). 1 received tenure in 1996 and [ was
promoted to the rank of Associate Professor in 1998, 1 was the primary (at times the only)
specialist in Game Theory in the Department where 1 taught and conducted research.
Every year I taught Game Theory and Microeconomic Theory to both undergraduate and
doctoral students, and | supported colleagues who did research that incorporated game-
theoretical concepts. 1 conducted original rescarch in both economic theory and economic
policy. My research was groundcd in game theory and it included work in auctions. |
published more than a dozen articles i refereed academic joumals, included ia the
American Economic Review, the RANDY Journal of Econoniics, Games and Economic
Rehevior, and The Energy Journal. | presented results of my rescarch at workshops and
conferences, nationally and internationally, including meetings of the International
Association for Fnergy Economics, and meetings of the Econometric Society. 1 recetved
the John Vanderkamp Prize for the best article in Canadian Public Policv/dnalvse de
politigues n the year 2000 for an articie co-written with two of my colleagues at the
Uiniversity of Gitawa.

On the hasis of my expertise in the theory of auctions and 10 the implementation

of auctions. in 1997 T was offered the honor of holding the T.DD. MacDonald Chair in
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Industrial Economics at the Canadian Competition Burcau. The Canadian Competition
Bureau is the equivalent of the antitrust division at the Department of Justice. The T.D.
MacDenald ts a one-year visiting position that is offered to onc outstanding Canadian
academic each year. The Competition Bureau at that time needed expert advice before
implementing Canada's first auction for spectrum licenses. (A spectrum license grants 1o
its holder the right to use certain frequencies of the electromagnetic spectrum to provide a
communication service, such as cell phone service.) The Canadian government was
considering whether to follow the lead of the United States' Federal Commumcations
Commission. In 1994, the FCC had started auctioning off spectrum lcenses and, on the
advice of auction theonsts such as Preston McAfee and John McMillan, the FCC had
used a novel auction format, called the Simultaneous Multiple Round ("SMR"™) Auction.
The Canadian govemment wanted advice on using a similar design and wanted advice
regarding enhancing any aspects of the design that could discourage collusion. As holder
of the T.D. MacDonald Chair, I provided advice regarding the design of Canada's
upcoming spectrum auction. 1 also provided advice on various antitrust matters, including
a competitive assessment for a merger and advice in a price-fixing case.

Starting in 1998, I provided consulting advice on auctions and on antitrust matters
on a free-tance basis. [ provided additional advice to the Canadian government
concermng the design of the first spectrum auction. | alse provided advice on antitrust
matters, including the draft of Canadian Intellectual Property Enforcement Guidelines. [
also provided bidding advice to EPCOR Utilitics Inc. ("EPCOR"). In the summer of

20060, EPCOR was bidding to buy Power Purchase Agreements in a simultaneous

multiple round auction similar to the auctuon format that had been used for the sale of

-
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specteur ficenses. | provided advice to develop a bidding strategy and then provided
round-by-round bidding support.

On the basis of my cxpertise in the theory and naplementztion of auctions, [ was
hired by NERA 1n 2081 to provide advice mamly to energy chents.
Please summarize vonr consulting experience since vou joined NERA.
My consulting experience at NERA has consisted of providing conceptual advice on
auction design, of providing detailed practical advice regarding the implementation of
auctions, and of managing solicitation processes. [ have provided advice on all aspects of
auction design, including the type of auction format. the information to be revealed to
bidders. and the way in which winning bid prices arc determined. 1 have written detailed
rules for auctions and other solicitation processes, based an myv expertise in the theory of
auctions and on the objectives that the anction or solicitation was meant 1o achieve. |
have provided advice on the mmplementation of auctions and the management of
solicitation processes with a view to maximizing the success of such auctions, including
putting 1n place and designing bidding procedures, prepanng training muaterials for
bidders, and using bidder comments to finalize solicitation documents. [ have managed
various solicitation processes, performing bidder qualification, and managing the bid
submission and evaluation process,

More specifically, my main engagements al NERA have been as follows.

tor cach of the past four years. 1 have been Auction Manager for the Basic
Generation Serviee auctions in New Jersey on behalt of the four New Jersey Electric

Distobution Companies, Atlantic City Electric d/b/a Conectiv Power Delivery, lerscy

Central Power & Light. Public Service Electrnic & Gas, and Rockland Electric. These
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auctions have involved the purchase of 85 billion of clectric supply for all defanit
customers of the state of New Jersey. [ was part of the team that originally designed all
clements of the auction process, including the choice of a clock auction as the auchion
format and the detailed rules for the auction, the association and confidential information
rules to ensure the independence of bidders, the design of a standard contract, the
selection of product as vertical tranches of full-requirements service, the rate design to
translate auction prices into retail rates, as well as the qualification procedures and the
application forms. Every year since the inception of this auction process in 2001, [ have
provided regulatory support to the Electric Distribution Companies (“"EDCs"), helping to
prepare filings for the New Jersey Board of Public Utilities ("BPU"}), responding to
discovery, cvaluating proposals from other partics for changes and improvements to the
process, preparing comments, and presenting lestimony on the benefits of the auction
process.

In each of these years, [ have managed the New Jersey statewide auction process
on behalf of the EDCs and the BPU. [ have responded to bidder questions; maintained a
web site to provide information to bidders including final solicitation documents, rate
design tools and data necessary to prepare bids; prepared and led traiming sessions for
bidders; prepared protocols for the review by the BPU's Auction Advisor that describe
how the auction process is run; led the process to qualify bidders; trained personnel and
established all systems and infrastructure neccssary to run the auction: administered the
bidding procedures by which bids are received and processed in accordance with

protocols approved by the BPU; and. finally, provided briefings and reports to the BPU

concerning the central aspects and results of the auction process.
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Alfter each auction, 1 have advised the EDCs concerning potential improvements
to the auction process. 1 have participated m discussion with BPU Staff and the EDCs
regarding these potential improvements. [ assisted in developing a filing for the following
year that incorporated changes for the next auction.

In 2004, 1 was retained to serve as Independent Auction Manager for the
FirstEnergy Companies’ Competitive Bid Process ("CBP"Y in Ohio. The Public Utility
Commission of Ohio ("PUCQO") had ordered the FirstEnergy Companies ("FirstEnergy™)
to hold a clock auction, similar to the format used in New Jersey, as a markel test for the
Rate Stabilization Plan filed by FirsiEnergy. The PUCO had the choice between, on the
one hand, accepting the results of an auction to procure full-requirements service for
FirstEncrgy's Standard Service Offer Load (about 10,000 MW) for the period beginning
January 1, 2006 to December 31, 2008 and, on the other hand, rejecting the auction
results in which case FirstEncrgy's Rate Stabilization Plan Pricing would go into effect. |
provided advice regarding the necessary modifications to the auction format, wrote the
detarled anctton rules, provided advice on credit and contract issues, and designed a
bidding procedure tailored to the timeline and the size of the auction. | responded to
bidder questions; provided advice on the structure of a web site designed to provide
mformation to bidders including final solicitation documents, rate design tools and data
necessary to prepare bids; preparced and led a bidder information session: prepared
protocols for the review by the PUCO's Auction Advisor; led the process to qualify
bidders; tramed personnel and  established a bidding procedure adapted to the
requirements of the Ohio auction; and provided a complete factual report to the PUCO at

the end of the auction.
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in 2003, 1 provided advice to the Commission of Energy Rewulation in Ireland in
thetr solicitation for new generation capacity, The objective was to bring at least 300 MW
of new capacity into operation to meet. at the eacliest dute achievable, a capacity need
anticipated for 2005. The successful bidder(s) would win the right to enter into an
agreement for up to ten years that provided revenue support for their generating facility.
I provided advice in designing a solicitation with the objective of selecting the most
advantagcous group of generating facilities, taking into account their anticipated
commercial operation dates, the amount of capacity brought to market, their location, and
the overall revenue requirement of each plant. The solicitation was a Request for
Proposal ("RFP"). I provided advice on the financial qualifications that bidders had to
meet, on the measures that were necessary to foster competition, and on the evaluation of
the bids. [ provided advice on drafts and on the final version of the solicitation
documents. [ was part of the evaluation tcam, playing a major role in the financial
evaluation of bidders. Since 2004, 1 have also been providing similar advice to the
Ontario government (Canada) in their on-going solicitations for new conventional and
renewable capacity.

In 2003, Jersey Central Power & Light proposed 1o the BPU a pilot program by
which its residential customers could obtain green energy at the Basic Generation Service
price. I managed the RFP that was conducted for the procurement of this green encrgy. |
presented JCP&L's proposal at various regulatory meetings. | worked with interveners to
examine various alternative proposats for the procurement of Green BGS and to choose

the proposal that was most likely to icad to a successful pilot program. I worked with

JCP&L and their attorneys to finalize the BGS-Green contract that the winning supplier
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or suppliers would sign, on issting the fral solicitation documents, and on answering
bidder questions. | managed the bid cvaluation pracess. including the qualification of
budders and the compartson of the bids. 1 prepared a full factual report for the BPU
presenting the resulls of the sohcitation.

NERA has been retained on other occasions where [ have been calted to provide
advice on auction design and implementation, most notably by the Northeast ISOs (PJM,
the New England 1SO, and the New York ISO) to provide advice an their capacity
market; by the Infocomm Development Agency of Singapore to provide design advice
for their 2G and 3G spectrum auctions:; and by the Balancing Pool of Alberta (Canada) to
provide advice on the sale of Power Purchase Agreements that had gone unsold in the
2000 auction. | have provided expert testimony on the use of sealed bid auctions (i.e.,
RFPs) for the sale of generation asscts, and on the benefits of clock auctions for the
procurement of supply for BGS customers.

What is the purpose of your testimony?

As set forth in testimony sponsored by Ameren witnesses Mr. Craig Nelson, Ameren is

- petitionming the [llinois Commerce Commission ("1CC") to approve an auction process {or

the purpose of procuring supply for the load of its BGS customers. Ameren's decision to
recommend this procurement method resulls from, furer alia, its review of the New
Jersey BGS auction process and results and its participation in the Post 2006 procurement
workshops associated with the [CC's Post 2000 imtiative. Counsel for Ameren requested

that my testimony:

1. Explain the advantages of an auction process in determining markel
value and pricing whelesale procurement and compare an auction process to an
RFP process:
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2 Describe the key elements of the New Jersey BGS auction process and
how that process is implemented:

3. Review the competitive safeguards in the New Jersey BGS Auctions
and those included in Ameren’s auction proposal;

4. Provide my understanding of the details of the Ameren proposal:

5. Elaborate on the details of how, using the clock auction format
inctuded m the Ameren proposal, the bids are processed and the final auction
prices are determined;

6. Offer my opmion an whether the Ameren Illinois BGS auction

proposal mects its objectives and includes the elements necessary for a successiul
procurement process and evaluate whether, 1If Ameren and Commonwealth Edison
scek to implement different contract term structures, this would be kkely to have a
negative impact on the auctions.

My testimony is structured to address cach of these topics in tum.

Have you advised Ameren in developing the Competitive Procurement Auction

Rules included in this filing?

Yes, | have.

OPEN AUCTIONS CAN LLEAD TQ SUBSTANTIAL ECONOMIC BENEFITS

In describing how vou had come to be named T.D. MacPonald Chair, you
mentioned that the Federal Communications Commission ("FCC"} started to use
auctions in 1994 to assign spectrum licenses. What was the main method used by the
FCC prior to 19947

Prior to Cangress voting to allow the FCC to usc auctions to allocate spectrum licenses,
the FCC mainly assigned licenses through a "beauty contest.” Telecommunications
companics that wanted to be considered for 2 spectrum license would file an applhication,
typically presenting their experience, their qualifications, and their business plan for the

development of the license. The FCC would hold hearings to compare the proposals and

choosc the winners hased on the quality of their proposals.
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In vour view, what prompted the change to using auctions to assign spectrum
{rather than sing administrative hearings)?

In my view, the main reason was lo encourage an clficient atlocation of resources and an
efficient use of the spectrum.

A decision made on the basis of comparative hearing 1s based on each company's
own description of its business plan. AHocating spectrum based solely on the companics'
description of their business plan means that spectrum allocation likely would be based
morc on appearances than on substance. The decision process might not lead to an
efficient allocation of spectrum.

[n contrast, in an auction, the highest bidder wins. The company willing to make
the highest bid is generally the company that expects the highest profit. In a well-
designed auction where all bidders partictpate on an equal footing, the company that can
use the spectrum resource most cfhiciently to provide services to customers is the
company that expects the highest profit. Companies that are less efficient have less
headroom to bid up the price of the license and still make a return on their investment;
companies that are mere efficient have more headroom and can bid higher, The auction
sclects the most efficient provider of services for customers.

Can vou please describe the auction format used by the FCC?

The anction format selected by the FOC was the Simultancous Multiple Round Auction
(also called the Simwltaneous Ascending Auction).  This auction format 15 a
"stmultancous” auction because several refated items are auctioned and sold at the same

time, fe., simullaneously. For example, the auction format could be used to auction

multiple spectrum licenses for providing a given service {e.g.. twoe-way paging) but in
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236 various geographical locations, The auction format has multiple rounds. In a round,
237 bidders submit their bids on the lcenses that they wish to acquire. The resulis are
238 tabulated mncluding, for a given hcense, the highest bid and the identity of the bidder who
239 made the highest bid. Bidders are provided with information regarding the results of the
240 round, which m some auctions includes the identity of the highest bidder. Bidders then
241 are invited to better their bids in the next round. The auction ends when bidders are no
242 longer willing to better their bids, so that a single highest bidder s left for each license.
242 (3 Did the FCC seek advice from auction theorists in selecting this format?
244 AL Yes, the FCC and other interested parties sought the advice of game thieortists specializing
243 in aucttons. The FCC sought advice from Professor John McMillan. The main
246 telecommunications companies, and other govermmental agencies, also sought advice
. 247 from game theorists specializing in auctions including Professor Preston McAfee,
248 ~ Professor Paul Milgrom (currently at Stanford University) and Professor Robert Wilson
249 {currently also at Stanford).
250 Q. Why did auction theorists recommend the Simultareous Multiple Round Auetien
251 for the sale of spectrum licenses?
252 A The recommendation tor a multiple round structure was based on auction theory. In a
253 multiple round structure — atso called an "open auction” - bidders learn by getting market
254 information during the auction and bidders can adjust their bids on that basis. The
255 additional information that bidders get during the auction reduces the uncertainty that
256 hidders face regarding the value of the licenses and regarding the competition that they
237 are facing. This reduction 1n uncertainty — compared to an auction with a single round or
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with a simple two-stage structure - leads to more aggressive bidding. The prices in the
auction then better reflect the lndders’ assessment of market vatue.

The recommendation to use a simultancous auction - an auction in which all
available licenses to provide a given service are sold at once — was also supported by
economic theory. In such a structure, bidders can pursue a specific business plan that
would require the aggregation of particular licenscs. For instance, if a bidder has plans
that require licenses in contiguous geagraphical locations, the bidder in a simultaneous
auction can bid for all those licenses at once, and if in the course of the auction one or
more of these licenses becomes too costly from that bidder's perspective, the bidder can
go to a backup plan and modify the licenses that the bidder wants to pursue. Similarly, if
a bidder wants to establish itself in a given gecographical location and several basically
identical licenses are available for that same geographical location, and these licenses are
all on offer simultaneously, the bidder can select the license that 1s most affordable in any
given round. The multiple round structure and the simultaneous sale of licenses together
allow bidders to arbitrage away any unwarranted price differences among similar
licenses, ensuring that all simular licenses are valued in accordance with the market.

Does the Simultanecus Multiple Round Auction have other advantages in your
opinion?

Yes, it does. Completely unlike the administrative process that used to dctermine
spectrum allocation, the Simultaneous Multiple Round Auction has very well defined
rules. The highest bid wins. (It is the highest bid grven that this 1s an auction in which

bidders are buying - 1f it were an auction in which hidders are supplying, hike the auction

proposed to procure supply for Ameren's customers, the lowest bid would win.) Bidders
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know exactly what they have to do 1o win, and given the bids submitted by bidders over
the course of the rounds, only one factor is used to determine the winners. This feature of
the Simuitancous Multiple Round Auction is often reterred to as "ransparency.”
Although there are many different definitions of transparency in many contexts. in an
auciion context, a process 1s itransparent if bidders understand and can observe tie
process by which winners are chosen, and if bidders understand and can observe the
process by which the final sale price is determined.

When the auction format 1s transparent, it is hikely that bidders will perceive the
auction format to be fair. No one bidder is advantaged in the auction process by virtue of
who the bidder is. To the extent that well established players in the market, or larger
players, or affiliates of the wtilities arc not favored, this feature cncourages smaller or
newer players to participate,

You mentioned that Canada was considering using the same Simultancous Multiple
Round Auction format for its assignment of spectrum licenses. Did Canada and
other countries adopt this auction format for the assignment of spectrum licernses?
Yes.  For those hicenses that Canada has assigned by auction, Canada has used a
Simultaneous Multiple Round Auction format. However, in Canada spectrum licenses are
not neccssarily assigned through auctions; some are, while others are assigned through
administrative decision, and still others are awarded on a first-come first-served basis. it
depends on the services 1o be provided.

Other countries have adopted this auction forntat as well. Other than the U7.S. and

Canada, I am aware of 21 other countrics where Simultaneous Multiple Round Auctions

have been used for the sale of speetrum. (See Resp. Ex. 6.1 attached to this testimony).
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Would you say that Simultaneous Multiple Round Auctions are now the norm for
the sale of spectrum?

Yes. I would. With the U.S. having held 33 auctions since 1994 using this formu {see
Resp. Ex. 6.2 attached to this testimeny). and with over 20 countries also having used this
format, the Simultaneous Multiple Round Auction format has now very much become
accepted.

Was the auction format used in each of these instances exactly as it had been first
designed for the FCC?

No. As one would expect, practitioners and auction theorists have responded to results of
previous auctions to refine and improve the auction format, as well to tailor the auction
formats to deal with specific circumstances and objectives.

There have been several mnovations. One series of innovations concentrated on
simplifying the bidding for bidders and on reducing any ability that bidders would have
lo signal thetr intentions to each other through the amounts of their price bids. The initial
Innovation was to introduce "non-discretionary bid increments." In this varant of the
Simultaneous Multiple Round Auction, instead of having bidders decide the price amount
of their bid prices on cach license, the Auction Manager suggesis a fixed number of
prices (typtcally, 9 difterent prices) for cach license n a round. The bidder chooses {rom
this menu the price at which it is ready to acquire the heense, if any. The FCC uses this
variant almost exclusively now.

A second innavation was to limit the number of suggested prices to one. Bidders

then just decide whether or not they are willing to accept the price suggested by the
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Can vou provide examples of when and where open auctions have been used in the
energy sector?

In the United States, the Elecurie Distribution Companies in New Jersey have held epen
auctions to procure fuli-requirements supply for their basic generation customers. These
auctions were held annually in 2002, 2003, 2004, and 2005, The FirstEnergy Companies
have held one open auction to test their rate stabilization plan. 1 discuss the New Jersey
and First Energy auctions in other portions of my testimony. More than twelve open
auctions have been run in Texas since 2001 to sell capacity entitlements from the plants
of Power Generation Companies ("PGCs") affibated with the utilities,

Around the world, Electricité de France ("EdF"} uses open auctions to sell power
purchase arrangements and virtual power plants. EdF started using this auction method
in the Fall of 2001. It holds four auctions every year and has held approximately fourteen
auctions to date. The Department of Resource Development in Alberta (Canada) has held
an open auction to sell Power Purchase Arrangements m the summer of 2000.

In the context of BGS procurement for the Illincis utilities, do you believe that the
epen auction as proposed by Ameren has significant advantages over using a sealed
hid RFP process?

Most definitely. As [ stated earlier, open auctions are likely to provide important
economic benefits in contexts such as BGS procurement for the lllinois utilities and open
auctions are likely to have significant advantages over the use of a sealed bid {("RFP")
process.

In general 1 an open avction, bidders are provided with market information round

by round, and bidders can rcvise their bids and re-adjust their bidding stratcgy on that
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basis. This s in contrust to an RFP, where bidders must make all decisions regarding
their bids and their strategics before submitting their proposal. and where bids are
generally evaluated without bidders having the flexibility te revise their offers in light of
new market informatien.

In the open auction that Ameren ts proposing, bidders are provided with market
information round by round. Bidders are provided with the relationship between the level
of prices and the level of excess supply in the auction. This information is valuable to
bidders, as 1t can be the basis for revising bids and re-aligning bidding strategy as needed.
For cxample, a bidder that had formed cxpectations before the auction about the final
price for a product may well find that this price has been reached while there is still
excess supply - perhaps substantial excess supply  left in the anction. The bidder will
realize that the rest of the market has assessed future market conditions differently or has
been able to assemble the power products required for full-requirements service more
cheaply. Receiving market information round-by-round is valuable because all bidders
are independently assessing similar market risks and opportunities. In this case, the
bidder has the ability to re-align its expectations in light of the judgment of the rest of the
markct or to revise its business plan so as to attempt to cut costs to be able to compete.

The ability of the open auctions to deliver valuable information 1o bidder, and the
flexibility that bidders have 1o re-adjust their hids in the light of new information lead to
important economic benefits. Bidders face less uncertainty than in an RFP process n
which they would have to bid without the benefit of this valuable mformation. The

flexibility to re-adjust bids takes away some of the guess work in bidding that is present

in an RFP. When bidders face less uncertainty and guesswork, bidders have more
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confidence and tend 10 bid more aggressively. Bidders tend 10 be more willing to supply
at Tower prices.  This aggressive bidding results in prices that are more competitive and
better for consumers. This 1s ap important cconomic beneiit of open auctions in this
context.

A second tmportant benefit of open auctions in this context is that the auction
tends to select the most efficient providers. Because the auction ends when bidders are no
longer willing to better their offers, the hidders who do win at the end of the auction arc
those that are willing to serve the load at the lowest prices. Supplicrs who are less able or
willing to lake on the risks of serving the load at a given price will withdraw {fom the
auction at higher prices. The bidders that remain are most likely the ones that can serve
the load at the lowest cost and hence have decided to continue bidding as the prices
ticked down. Those who are willing to take on the responsibility of serving the Toad at
the final prices do so with the full knowledge of the market information that has been
revealed during the auction with respect to market willingness to serve at the prices
prevailing during each round ot the auction.

Open auctions also have important additional economic benefits when several
related products are at auction. Tlhis is the case for Ameren. Ameren will be seeking to
procure supply for several groups of its default customers in the context of the BGS
procurement process: (a) Residential and Small Business ("R&SB") customers (under 1
MWY, (by Large Commercial and Industrial ("LC&I") customers {1 MW or above)
affirmatively electing a fixed price service: and (¢) customers on a real-time pricing

service, consisting of LC&!I customers that have not elected a fixed price service. In the

first vear. Ameren will be seeking to procure supply for its RESE customers in a mix of
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one-yedr, (wo-yeuar, and three-vear supply periods 50 as to step into a three-year roliing
procurement structure. Supplies for the other customer groups would be on a one-year
hasis. The load for a wiven customer group and for a given supply peried is a separate
product in the auctton. meaning that a suppler could bid to serve - for example - a
portion of Ameren's R&SB customers load for a three-year period, without also being
required to bid to serve a portion of the load of any other of Ameren's customers, or a
partion of the load of Ameren's R&SB customers for another tem.

The products in the Amcren auction are clearly related. Some of the wholesale
power products that bidders will assemble to provide the fult-requirements service are the
same across all items. Some bidders will view one item at the auction as a substitute for
another, meaning that they are willing to bid on one item or the other, depending on the
difference in the prices. For example, a bidder may prefer to bid on the load of R&SB
customers, but 1f the difference in the price between the load of R&SB customers on the
one hand, and the load of LC&I customers on the other 15 sufficiently farge, the bidder
would want to switch and bid on the load of LC&I customers instead. Other bidders,
given their business plans, may view one ilem as complementary to one or several others,
For example, a supplicr may prefer to bid to win on both the hourly product and the
product to serve LC&I customers at a fixed price so as to serve these customers
regardless of the cluss of service they elect.

When several related products arc included in the same auction, one economic
henefit of the use of open auctions (s that the prices that are set will he reflective of the

market. In an open auction, bidders see the prices as they tick down every round. Bidders

can, 10 response to those prices, switch thoir hids from one product 1o another. The
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swilching means that the auction sets price differentials that are rational and market-
driven. If a gap m prices opens up. and this gap is not supported by the market's
assessment of a difference in the cost of serving the products or a differcnce in risk, the
auction format naturally works to close the price gap 1o a market-sustainable level.

This is how the gap would close. If a gap opens up and a product is "over-priced’
relative to others in a round. bidders would typically respond by swiiching their bids
toward that higher-priced product and out of other products. The supply of the higher-
priced product will rise and the supply of the other products will fall. As a consequence,
when prices are calculated for the next round, the price of the higher-priced product will
tick down while the price of the lower-priced products will hold steady or will tick down
by a relatively smaller amount. As a result, a price gap that is not consistent with the
market witl narrow. Such a price gap will close over the course of the auction to a level
that can be sustained by the market and that results from a rational assessment of
differences in cost. The resulting prices will be reflective of the market.

A final economic benefit of the open auction when there are several related
products is that the allocation of supply responsibility over the various products proposed
by Ameren 1o scrve the load of BGS customers is likely to be efficient. Because the
auction allows bidders to switch from onc product to another in response to the prices
they see, the auction premotes the best match of product to supplier. A bidder witl bid on

a product because it presents the best market opportunity given the bidder's business plan

ang abnlity to manage risk.
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Do vou believe that the Ameren proposal for an open auction is superior to the vse
of a RFP process for acquiring supply for BGS load?

Yes. An REP process would not have the advantages ol an open auction that [ have just
explained. A secaled bid process presents bidders with more encertainty, as it does not
provide information to bidders on the basis of which they can revise their bids. A sealed
bid process forces bidders to guess in preparing their bids as it does not typically provide
bidders flexibility 1o adjust their bidding strategy and revise their business plan. A sealed
bid process is not well suited to obtaining prices that are reflective of market when
multiple products are involved. A sealed bid process does not promote the best match of
product to supplier or the selection of efficient providers.

You have talked about the advantages of open auctions in the context of acquiring
BGS supply. Are these advantages alwayvs present, so that open auctions are in all
coniexts preferabie to RFP processes?

No, I do not believe that open auctions are always better, No single auction design is best
in all circumstances. The auction design chosen should be taifored to the circumstances
and to the obhjectives of the situation.

1 have explained some of the circumstances where using an open auction - such
as the one proposed by Ameren ~ would vield important cconomic benefits. Similarly,
there are other circumstances to which REPs are better suited. Such circumstances
include nstances where the characteristics of the product at auction are difficult w define
in advance. For example. 1n the sale ot a generating plant, there can he substantial asset-

spectfic uncertainties about physical condition, assct life. personnel costs. or expansion

possibifities.  As another example, m the procurement of new capacity, there can be
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variaus business plans and various types of planis that must be compared on various
dimensions other than price. An RFP allows bidders to submit propaosals that address
these uncertainties or these additional dimensions.  These are circumstances i which an
open auction would not offer the same cconomic benefits and in which another type of
competitive process such as an RFP may be more fikely to deliver the best outcome.

Are RFPs still commonly used in the energy sector?

Yes, | believe that RFPs do remain a commeonly used auction format in the energy sector.
RFPs typically are used for the sale of generating assets and for the procurcment of new
capacity. RFPs also sometimes are used for the procurement of supply for default
customers (as in Maryland and the District of Columbia as well as in several New
England states).

Are there circumstances in which you personally h_ave recommended or testified {o
the advantages of an RFP process over an open auction process?

Yes, I have. [ have testified on behalf of Texas New-Mexico Power Company that the
choice of an RFP process for the sale of a gencraling asset was appropriate and that the
use of an open auction would not have been beneticiat. | have advised Jersey Central
Power & Light in New Jersey to use an RFP process to procure supply for their BGS-
Green pilot program. 1 have advised the Commission for Energy Regulation in Ireland
and the Government of Ontario (Canada) on the use of an RFP in their solicitation for
new capacity.

KEY ELEMENTS OF THE NEW JERSEY BGS AUCTION PROCESS

IH.A. Legislative and Regulatory Background Leading to New Jersey Auction Process
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Please describe the legislative and regulatory background leading to the decision to
conduct a competitive auction to procure Basic Gemeration Service in New Jersey.
Certaimnly. In January 1999, the New Jersey legislature passed the Electric Discount and
Energy Competition Act ("EDECA™ or "the Act"), which was signed o law on
February 9, 1999, EDECA provided that all New Jersey retail electric customers could
select their electric supplier starting on August 1, 1999, EDECA also established Basic
Generation Service {"BGS") as a regulated service designed to provide electricity to
customers who, for whatever reasen. did not arrange to purchase clectric supply from a
competitive entity. {In New Jersey, compelitive entities offering unreeubated retail
generation service are referred to as Third Party Suppliers or TPSs.) EDECA established
a transition period lasting four vears and starting on August 1, 1999, During the
transition period, BGS rates were frozen. EDECA provided that, after the transition, BGS
rates were to be market-priced.

For the first three years of the transition, ecach Electric Distribution Company
("EDC") was required to continue to provide BGS to its customers. The EDCs all settled
on restructuring plans that invelved divesting generation through assct sales io an
unrelated entity or through transfers to an unregulated affiliate. The retail rales for BGS
were fixed for all four years to realize the clectric discounts specified in EDECA. The
four EDCs used a variety of means to supply BGS customers during the first three years,
ranging from a full-requirements contract with an affihate that owned ransferred
generation capacity, to a variety of market purchases of encrgy, capacity and other

hedging instruments.  The EDCs that relied on market purchases built up substantial

deferred accounts that representfed the excess of power acquisition costs over revenues
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from the fixed BGS rates. The EDCs were entitled to recovery of these delerred amounts
under the terms of the relevant settlements.

EDECA specified that no later than three vears afior the slarting date of retail
competition, the BPU was to issue a decision as to whether to make avatiable to electric
suppliers the opportunity to provide Basic Generation Service on a competitive basis.
EDECA and the secttiements reached by the EDCs in their restructuring cases
contemplated that a competitive bid process would potentially be used to sclect BGS
supphers.

On June 6, 2001, the BPU directed the four EDCs to file specific proposals to
implement a competitive procurement process for basic generation service to be provided
during the fourth year of the transition period established by the Act. The fourth year of
the transition was from August 1, 2002 to July 31, 2003.

On June 29, 2001, the four EDCs filed a joint propesal to use a single statewide
auction process to procure supply for the BGS load of all four EDCs. That proposal was
the subject of substantial discovery and other parties were invited to comment on the
EDCs' proposal and submit alternative proposals.  After conducting a hearing and
reviewing comments from all interested parties, the BPU in December of 2001 approved
the single statewide auction process for BGS to be held in February of 2002, As retail
BGS rates were fixed for the fourth year of the transition period, there was a necd 1o
cstablish the market price for BGS for that year in isolation so that any difference

between that vear's costs and fixed rates could be deferred for later reconciliation. The

supply period was only one year.




A1
L
[t

_n
‘2
PR}

559

560

364

565

366

569

370

)
1
—

Resp. Ex. 6.0

In June or July of each succeeding year. the EDCs have filed a proposal to
procure supply for their BGS customers in compliance with the BPU's directives. Each
vear, the EDCs have proposed a statewide auction process 1o simultaneously procure
supply for all BGS load in the state. Each vear, the BPU has requested altemate
proposals from other parties, or suggestions on improvements 1o the past year's process.
Discovery has been served every year, and every year the BPU solicits comments from
alt interested partics, and the BPU holds a hearing process. Considering the entire record
in the procecding, the BPU then has made a decision in November or December of each
vear. The BPU has authorized each year a statewide auction to be held in February.

After the first year, how has the auction process changed?
One major difference in the auction process that has occurred since 2002 1s that starting
in February 2003, there have been two auctions instead of ene.

One auction is to procure supply for all but the larger commereial and industnal
customers. The supply period for this auction {the BGS-FP auction, "FP" for fixed-price)
is three years. The procurement is made on a rolling basis so that one-third of the state's
BGS-FP load is up for auction cach vear.

The other auction, (the BGS-CIEP auction, CIEP for Commercial and Industriat
Pricing) is to procure supply for the larger commercial and industnial customers. CIEP
service is a real time energy price service. The supply period for this auction is onc year.

Another major diffcrence with the first auction is that starting with the second

auction, the results of the BGS auctions are the hasis for establishing retail BGS rates.

This is because the retail rates were frozen in the first year. But, as discussed above, the
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differcnce between the frozen rates and the BGS acquisition cost was 1o be deferred Tor

later recovery or refund.

The Goals of the New Jersey BGS Aupctions

What is your understanding of the goals of the statewide auction process in New

Jersey?

Based on my involvement in the design and implementation of the BGS auction process,

I believe that the EDCs had the following goals for the auction proposal that they offered:

1)

b

To obtain reliable supply on behalf of BGS customers at prices consistent
with market conditions. EDECA specified that the prices charged for the
regulated BGS service should reflect the market. The EDCs were interested n
implementing an auction process that resulted n prices reflective of market
conditions.

To encourage maximum participation by establishing a fair and transparent
competitive process. The process should be transparent in terms of the
requirements for participation, the supply contract, the retail rates that will result
from the auction, and the manner in which final auction prices are determined and
the manner in which winners emerge at the auction. The process should be fair in
terms of providing timely and equal access to information for all bidders.

To efficiently allocate supply responsibility over the m'ultiple products in the
auction. An efficient allocation of supply helps to ensure that prices are best

reflective of market and that any market perceptions regarding differences in

serving various products are reflected in the prices.




390

h
“0
~l

598

600

601

602

603

604

6115

606

607

608

608

610

611

612

613

al4d

G13

610

4)

Lh
—

)

7)

8)

Resp. Ex. 0.0

To have competitive entities tuke, manage, and price BGS risks. BGS is
essentially a price-risk management service where competitive entities assemble
supply components in the competitive wholesale markel, assess risks, price these
risks, and offer a fixed price 10 customers. Regulation is not needed for a service
{(portfolic and price-risk management) where there is vigorous competitive
discipline, and having competitive entities manage BGS risks ensures that
customers obtain the full benefits of this competition for the price-risk
management function.

To implement a process for BGS pricing that encouraged the development of
and efficient werking of retail energy markets. This means pricing BGS at
market rates in order to encourage the development of efficient retail competition.
BGS rates should reflect class, seasonal and time-of-day market differences in
arder to encourage efficient consumption and conservation decisions, and in order
te muinimize non-productive customer switching in response to rale design
inefficiencies.

To design a flexible process. A flexible process 1s one that can accommodate
future refinements without radical overhaul.

To minimize customer confusion. The procurement of BGS should, to the
extent possible, present customers who stay on EDC service with the same type of
retail rate and billing that they had cxperienced previously.

To preserve the financial integrity of the EDCs. BGS costs and revenues can

exceed 50% of total EDC cost and revenue. BGS costs are an order of magnitude

greater than EDC camings. The EDCs cam no profit from BGS and could not
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afford to take risk. 11 was hnperative that the BGS process protect the financiai
integrity of the EDCs,
Why are the goals of the New Jersey process relevant to this proceeding?
The New Jersey process is an example of an auction process to procure supply for default
customers that is working well and is considered a success by the regulator, by the
distribution companies and by bidders. It is necessary to examine and understand the
roals of the process 1o understand how the process was designed and how all clements of
the process work together. All features of the proposal were designed to work in concert
with each other and to support the goals of the process.
The Key Elements of an Auction Process
Is it correct that one of the items that von were asked to prepare testimony on was a
description of the key elements of the New Jersey BGS auction process?
Yes.
What in your opinion are the key elements of the New Jersey BGS aunction process?
[ believe that there are cight key elements to any auction process that will be used to
procure electric service that will be supplied to retaif electric customers. Thesc elements
are summarized below.
1} Product design. The product design fully describes what is being procured at the
auction. It includes a description of the obligations of the supplier upon winning,
the allocation of risks to the supplier, the term of supplv. the customers and load

classes to be supplied, erc. Ultimately, product design should be fully described

in the supplicr contract.
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Auction format. The auction format 15 the way in which bids will be solicited
and accepted. the way i which bids will be processed, the wav i cleaning price
will be deternuned, and the way tn which winners will emerge.

Bidder interface. The bidder interface 1s the way in which bidders are provided
with nformation aboul the auction process, the way in which data 1s
disseminated, and the way in which the auction opportunilty is promoted.
Qualification requirements. These are the procedures for gqualifying bidders to
participate i the auction.

Rate Design. The rate design parameters specify how the auction resuolts will be
translated into retail rates.

Competitive safeguards. These are the procedures and features of the auction
process that promoie competition at the auction.

Regulatory Involvement. This descnibes the rele played by the regulator and
other parties in the process.

Cost recovery assurances. This is a description of the assurances sought from
the regulator with respect o cost recovery for supply arranged through the

auction,

The Key Decision on the Elements of the New Jersev Process

Are vou able to describe the decisions were made with respect to these elements for

the New Jersey Auction Process and how was each of these decisions important to

the success of the auction process?

Yes.
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Please address the decisions made with respect to the first element, the product
design, as it relates to the BGS-FP Auction.
With respect to the product design, several key decisions were made.

The first decision was to have winning suppliers provide full-requireiments
service. This meant that the BGS suppliers would supply all components of BGS supply.
including capacity, energy, transmission, and ancillary services. BGS suppliers would
fulfill wholesale market credit requirements, and would take, manage. and price, all
volume risks including those from weather and customer migration. In return for
supplying full-requirements service, suppliers would be paid for each kWh of BGS
energy delivered to the wholesale meter. Suppliers would be paid as a function of the
auction price, being paid the auction price times o summer factor reflecting higher
summer costs from June to September (e.g., the summer factor is greater than one and,
for cxample, might be 1.2) and the supplicrs would be paid the auction price imes a
winter factor reflecting lower winter costs for the remaming months {e.g., the winter
factor is less than one and, for example, might be 0.9).

How did the decision to have winning suppliers provide full-requirements support
the goals of the BGS procurement process?

The decision for the preduct to be full-requirements supply supported many of the goals
of the process. The full-requirements product directly contributes to fulfilling the goal of
having competiive entitics take, manage and price BGS nsks. The full-requirements
product places risk management responsibility in the hands of competitive entities that

were best suited to take, manage, and price these risks. This would ensure that customers’

prices are disciplined by competitive forces. This also would help assure that these
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services can be provided as efficiently as possible, i.e., with each supplier Irec o hedge
or meel requirements in any way that it chose, rather than being linited by regulatory
review,

The full-requirements product contributes to the goal of maximizing participation
in the process. It expands the base of potential competitors, including financial players
and marketers and traders without an asset base in the region. Those entities are able to
use specialized skills in price-risk management to assemble wholesale portfolios and
compete in the auction. Resp. Exs. 6.3 and 6.4 to this testimony summarize the
participation 1n the auction and document the fact that participation has not been limited
to portfolio owners in the regions, but has instead included a broad base of suppliers,
inctuding marketers and traders, and financial players.

A full-requirtements product also avoids customer confusion by obtaining a
market-priced fixed price service for customers so that customers can reasonably hudget
for energy usage. The full-requirements product also contnbutes 1o the goal of
encouraging ¢fficient retail markets. The price against which customers will evaluate
competitive offers, the BGS price, 1s established and known in advance. Furthermore, it
1s set al a market level that mcludes ail wholesale supply costs and risks.

Was there another decision with respect to the first key element, product design,
that youn helieve was important?

Yes. A second important deeision was to determine the BGS supplier responsibility on
the basis of "tranches"”. where each tranche represents a fixed percentage of the total BGS

load requiternent for an EDC. The percentage of BGS load corresponding to one tranche

was chosen so that onc tranche would be about 100 MW of peak load assuming normal
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conditions and no migration. A supplicr then bids to win a certam nwinber of tranches,
which translates to a sct perecentage of the total BGS load requirement.

How did defining the supplier responsibility on the basis of tranches contribute to
the goals?

The decision for suppliers to be responsible tor a percentage of the BGS load
requirements (and thus to be responsible for a percentage of the requirements for all
customers) supported the goals of the process in the following ways.

This decision avoided customer confusion. Customers are not agsigned to a BSG
supplier, but continue to maintain a commercial relationship for BGS with the EDC.
Customers are informed that a variety of suppliers are responsible for BGS supply, but
are not switched to another supphicr.  In the New Jersey context, where there was
considerable backlash over "slamming" in the context of telephone deregulation, this is
an important consideration.  This decision contributed to maximizing participatior.
Potential suppliers did not have to establish the ifrastructure necessary to cstablish a
retail relationship with customers, and did.not have to take collection risk. Requiring a
retail relationship would have limited the ability of some market players to participate n
the anction.

Were there other decisions with respect to the first kev element, product design, that
you believe were important?

Yes. Two more major decisions that were made. One decision was to have a standard
suppher contract used statewide. During the regulatory review of the Auction Process,

suppliers have an opportunity to comment on the contract and the BPU makes the final

decision on contract terms.  After the BPU has made its decision. the contract terms are
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non-negotiable. The prospective bidders must accept the contract terms before they are
qualified for the auction. Another decision was to procure the load on a rolling three-vear
basis.

How did having a standard supplier contract and a roiling precurement structure
further the goals of the process?

The standard contract served to further several of the goals of the process. The use of a
standard contract promotes the transparency of the process and encourages participation.
All bidders know the terms under which supply will be provided because the terms are
standardized and are set forth in an agreement that is made available in advance of the
auction. Given that all prospective bidders accept these terms before the auction, and
given that, as we will explain below. all prospective bidders are required to meet the
same standard qualification requirements, bids can be compared strictly on a price basis.
The determination of the final price and of the winners at the auction then can be made in
a transparent way through the auction format, also discussed below. A standard coniract
is also an essential item for ensuring fairness and for maximizing participation in the
auction,

A rolling procurement structure promotes the goal of providing prices for
customers that are reflective of market, while not cxposing smaller customers to the
possible volatility of short-term market fluctuations.

Can vou please describe the decisions that were made with respect to the second Key
element, the auction format?

Yes. In New Jersey, a clock auction format was selected. The clock auction format 1s a

muitiple round, open, and simultaneous auction.
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The clock auvction used in New Jersey can be described as follows. The BGS foad
of each EDC for a given term 1s a product in the auction. In round 1 of the auction. the
Auction Manager announces a price tor cach product in the auction. Bidders bid by
specifving the number of tanches they are willing for each product at the prices for
round 1. After the first round of bedding, the Auction Manager tabulates the bids from all
bidders, calculating the amount of supply bid for cach product. If there are more tranches
bid than are needed for a product, the Auction Manager will tick down the price for that
product in the next round. The Auction Manager announces the prices for the next round
to the bidders, along with an indication of the excess supply in the auction. Bidders are
given time to consider this information, and then the next round begins. In the next and
subsequent rounds, bidders id at the new prices announced by the Auction Manager.
Bidders state how many tranches of each product that they wish to supply at that round's
prices. Bidders may, in response to the new prices in the round, reduce the number of
tranches that they are bidding in total across all products, If a bidder reduces the number
of tranches that the bidder wishes to bid in total, the bidder provides an exit price, which
is the last and best offer on the tranches being withdrawn from the auction. (Bidders,
however, can never mcercase the total number of tranches across all products.) Bidders
also may switch their bids from one product to another product. Bidders switch by
reducing the tranches bid on ene product while increasing the number of tranches hid on
another.

The auction rules are designed to ensure that. if at any time during the auction. the

loads of all products are fully subscribed (i.e.. tor each product there arc sufficient bids to

scrve its load), then the load of all products will be fully subscribed at the end of the
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auction. There are specific rules that ensure that tus is the case. Furst, if the price tor a
product daes not change from one round to the next. hidders cannot rescind their offers
by reducing the number of tranches bid tor that product. Bids at a price are firm offers to
supply. If the price does not change, the offer must be held. Second, if the price lor a
product does change and a bidder requests to switch out af a product or to reduce its
number of tranches bid, and 1f that request would resuit in a product being
undersubscribed, then the request can be denied. If a request to switch out or to withdraw
tranches i1s denied, encugh tranches are retained to ensure that the products are fully
subscribed. The tranches are retained at the price at which the bidder is willing to bid
them {either an exit price if the tranche is withdrawn, or the last price at which the
tranche was bid if the bidder had requested a switch).

The auction ends when the total number of tranches bid equals the number of
tranches being purchased. The bidders with bids remaining at the end of the auction are
the winning bidders because they were willing to bid at the lowest prices.

A detailed set of rules comprising dozens of pages sets forth the procedures.

How does the auction format, the second key element, work to advance the goals of
the process?
The auction format chosen furthers several goals.

The clock auction format is transparent and maximizes participation. Bidders can

clearly understand how the final auction price is determined and how winming bidders

emerze. The fact that the format does not advantage established players can encourage

smaller, newer or non-affiliatcd bidders to participate.
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The clock auction format is an open auction. As I explained above, [ believe that
this kind of auction format decreases the uncertainty faced by bidders. As an auction
format that provides feedback to bidders as to the common view of the market, this
auction format 1s an effective means of eliciting the best bids when all bidders are
evaluating a common market opportunity, as is the case for BGS load. By secing how
other bidders in the aggregate are responding, an individual bidder can adjust its bidding
strategy and may well be willing to better its offer while it would not have had that
opportunity in a sealed bid process. This auction format is particularly well suited to
obtaming prices consistent with the market.

The clock auction i1s a simultaneous auction. As | explained above, 1 believe that
procurement of different products simultaneously in a single auction process feads to the
efficient allocation of the supply responsibility aver these different products. As bidders
van observe prices and revise their bids, those that can most efficiently supply a product
will be more likely to win tranches of that product.

The clock auction is inherently a flexible auction format. It can accommodate, in
one simultancous auction, products of different terms, products for different EDCs, or
products for different customers segments. The clock auction is an essential clement of
preserving the flexibility of the process and of accommodating future refinements.

The clock auction also helps ensure that all products are subscribed, even if there
are several small products that may not have attracted as much interest on their own. In

the clock auction format, 2}l products can be put at auction at once so that the broadest

range of interest 18 attracted to the auction. and invited 1o bid even on smaller products.
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As the price tick down, iI"a smaller product's price rentains high for a time, 11 will attract
bids and its price too will tick down.

Are there aspects of the auction format that you believe are particularly important
in contributing to the success of the BGS auction?

Yes. Of ail these ways in which the auction format contnbutes 1o ihe success of the
auction process, 1 believe the main strengths of the clock auction in the context of the
New Jersey BGS auctions are the following. First, the clock auction provides feedback
and information to bidders, which encourages the best bids. Second, the transparency of
the process encourages high participation and campetitive prices. Finaily, the format
allows for multiple products to be procured simultaneously leading to prices that are
reflective of market conditions.

Please describe the decisions made in the New Jersey BGS Auction with respect to
third key element, the bidder interface.

With respect to the third element, the Bidder Interface, the decision was made that the
Auction Manager would be the Cleuringhousq for all bidder inquiries, information
requests, and comments. The Auction Manager would provide timely and fair access to
information for all bidders.

More specifically, the Auction Manager establishes a4 web site and obtains from
the EDCs the data and documents required by bidders to assess the auction opportunity.,
The Auction Manager conducts bidder mformation sessions to promote the auction. The
Auction Manager informs potential bidders of regulatory devclopments. The Auction

Manager assists with understanding application reguirements and bidding procedures.

Finally, the Auction Manager responds to all bidder gueries. The EDCs do not directly
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respond to any bidder mguirtes and instead refer all guestions and comvnents to Lhe
Auction Manager, The Auction Manager may require the assistance of EDC personnel to
respond to some of the inquines it, for example, a bidder inguiry couid relate to the
method used to obtain data posted to the web site. Even if this 15 the case. the Auction
Manager obtains a response from the EDC and relays this response to the bidder.

How does this help to achieve the goals of the process?

Having the Auction Manager provide the bidder interface promotes the faimess of the
process. All potential bidders rcceive identical treatment, which helps to encourage
maximum participation and ensurcs that incumbents or bidders affiliated with the EDCs
do not receive any real or perceived advantage.

The Auction Manager, in providing the bidder interface, evaluates the information
provided and assesses the needs and information requirements of hidders, The Auction
Manager strives ensure that for all necessary information to be provided. Tlis should
decrease uncertainty for bidders and encourage the best bids.

You mentioned qualification requirements as a fourth key element of the process.
Please describe those qualification requirements in the context of the New Jersey
BGS auction and explain how they help meet the goals of that process.

With respeet to the fourth element, qualification requirements, several key decisions were
made.

First, all applicants arc required to accept the terms of the standard contract and
the auction rules. Bidders cannot qualify for the auction without having accepted those

soverning documents. This decision furthers the goal of having a fair and transparent

process.
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Second, the qualification requirements ensure that, should the bidder come to win
at the auction, it will be able to meet all the requirements of the supply contract. To the
extent possible, the bidder 1s asked to show that it alrcady meets. or that it will be able to
meet b)ﬁ the start of the supply penad, any requirement imposed by the contract (e.g.,
credit requirements and licensing requirements.} This decision furthers the goai of having
a fair process and of maxumizing participation. I believe that these reguirements are
essential to allow all hidders to participate on an equal basis and 1o enable a price-driven
comparison of the bids. This also permits a rapid execution of supply contracts, thereby
reducing any option premium, and ensuring that the auction produces the best bids.
cstabhished {after Part 1) so that each bidder can certify that it does not have any
agreement with another bidder that would harm the competitiveness of the auction. This
decision works hand in hand with the competitive safeguards presented below and
ensurces that the auction is competitive.

Please discuss the fifth key element of the BGS Auction Process, which is Rate
Design and describe how decisions made in that regard further the goals of that
process.

The New Jersey auction process has a pre-established rate design methodology. The New
Jersey EDCs file. and the BPU approves, formulac for converting the auction prices (o
retarl BGS rates. Hence, for any auction clearing price, the cetarl rates that witl prevail
for BGS service arc known.

This serves several important woals. First. 1t elicits the best possible bids by

enabling bidders to reasonably evaluate the potential for migration and to make bids that
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reflect an analysis of this risk.  Second. it contributes 1o the development of efficient
energy markets by cosuring that retail prices reflect auction results and thereby the
nmarket.

The specific rate design methodology used in New Jersey translates auction prices
into rctail rates that are seasonal and sometimes vary by time of day. This specific
feature further contributes to the goals by encouraging efficient consumption and
conservation decisions. An additional benefit is that by shaping prices scasonally, the
incentive to game the BGS offering by seasonal switching is substantially reduced. This
helps to limit customer confusion as it reduces the need for switching restrictions.

What did vou identify as the sixth key element of the New Jersey BGS Auction
Process?

The sixth key element is competitive safeguards. As | have been asked to specifically
prepare iestimony on competitive safeguards [ will describe these in more detail later.
Competitive safeguards contribute 1o the goal of attracting maximum participation by
ensuring that the auction will be fair to all, and to the goal of obtaining supply at
competitive prices.

You identified Regulatory Invelvement as the seventh key element ot the New Jersey
BGS Auction Process. FHow is the New Jersev BPU involved and how does that
involvement suppoert the BGS Auction Process?

The BPU is intimately mvolved in the process in New Jersey. Regulatory involvement
helps to attract maximum interest in the auction. as well as to help to provide assurances

of cost recovery, which enable suppliers to offer the lowest price consistent with market

40
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conditions. [ will address this topic later when [ discuss the role of the various entities
involved tn the process.

The eighth and final key element of the New Jersey BGS Auction Process is Cost
Recovery Assurances. Please explain these and deseribe why are they are a
recessary part of the New Jersey BGS Auction Process.

[n New Jersey, the BPU approves the formulas that will be used to devclop retail rates at
the time it approves the Auction Process. At the same time, the BPU also approves a
reconctliation clause that ensures that revenues billed te BGS customers will equal
payments made to BGS suppliers. The approval of the Auction Process and the auction
results constitute a finding of prudence. The BPU also approves as prudent the
contingency plans of each EDC. In accepting the Auction Results the BPU approves the
specific rates that come from implementation of the approved formulas.

The EDCs sull have the responsibility to prudently administer the contracts and
any contingency plan purchases, but the ¢ priosi rate design and prudence determinations
provide substantial assurance of cost recovery. This furthers the goal of maintaining
financial integrity of the EDCs. Further, this helps to obtain lower prices in the auction
as 1t provides assurance that the EDCs will be able to perform under the supplier contract.
Do you believe that the New Jersey auction process has suceessfully met its goals?
Yes. The auctions have all been sucecessful at procuring the full volume. Each auction
has atiracted more interest and the auctions have become increasingly competiive. The
auctions have demonstrated that there arc many cntities able and eager to assemble

products in the competitive wholesale market and provide price-risk management

services, The winners include generation assets owners, encrgy trading and marketing
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firms, and major financial players. The auctions have demonstrated that the market is
competitive and that the process works. See Resp, Exs. 6.3 and 6.6 to this testimony lor a
description of the results of the New Jersey BGS auctions.

COMPETITIVE SAFEGUARDS

What is a "competitive safeguard”?

By a competitive safeguard. [ mean an element of the auction process that limits the
scape for anti-competitive behavior. Putting in place competitive safeguards serves the
goal of maximizing the competitiveness of the auction, and of obtaining supply for
customers at prices that are consistent with market conditions.

In describing the elements of the New Jersey BGS auction process -- and the process
that Ameren is proposing in Illinois — vou have noted that many elements of the
process serve to maximize participation and promote maximum competition in the
auction. If those elements are in place and the process is designed to elicit maximum
participation, why are competitive safeguards needed?

Competitive safeguards are needed for two reasons.

First, competitive safeguards serve as a prudent safety net. The auction process is
designed to elicit the best participation tn the process. But the participation that in fact
comes forward may not be sufficient to allow competitive forces to set the auction prices.
While the process can be designed to promote competition, there may be market events,
changes in the scctor, or crises in the indusiry that negatively affect participation
temporarily. Good planning requires that this contingency be examined and that a

measure be ready and in place to ensure that the auction design promotes a competitive

result cven when participation iz less than was desired or anticipated.




